STATE OF MAI NE Docket No. 97-344
PUBLI C UTI LI TI ES COW SSI ON
June 19, 1997

NEW ENGLAND TELEPHONE & TELEGRAPH NOTI CE OF | NVESTI GATI ON
COVPANY d/ b/ a NYNEX
M d- Ter m Revi ew of AFOR

VELCH, Chairnman; NUGENT and HUNT, Conm SsSioners

By this Notice of Investigation, we open a proceeding to
conduct a md-termreview of the Alternative Form of Regul ation
(AFOR) adopted for NYNEX in Docket 94-123. As discussed nore
specifically in the succeeding sections, during this review we
will exam ne and we seek comments on the follow ng topics: the
i npact of Internet usage on NYNEX s switched network; the
classification of special contracts under the AFOR, the
classification of conpetitive services, in general; and the
productivity offset factor used in the Price Regulation Index. In
addition, we invite coonments on other issues that we should
consider during this review.

In our Order of May 15, 1995, in Docket 94-123, Re:
| nvestigation into Regulatory Alternatives for the New Engl and
Tel ephone and Tel egraph Conpany d/ b/a NYNEX (hereafter the AFOR
Order), we ordered into effect a new plan for regul ati ng NYNEX
that elimnated our reliance on traditional cost-based nethods of
regul ation. Under the AFOR the Comm ssion does not set prices
based on the earnings of NYNEX, but rather has established a
system by which the prices that NYNEX is allowed to charge for
its services are indexed through a fornmula that accounts for
inflation, a productivity offset and a |limted nunber of
exogenous factors.

According to the AFOR Order NYNEX s services have been
divided into core and non-core categories. Core services prices
are subject to the formul a-based pricing index, and are further
divided into discretionary and nondi scretionary sub-categori es,
each of which has its own set of pricing rules. Non-core
services, consisting mainly of existing broadband and w deband
services, as well as new discretionary services and speci al
contracts for custoners w thout conpetitive alternatives, are not
subject to the pricing nechanism and their prices can be changed
to any level at any tinme, subject to a floor set at the service's
| ong-run margi nal cost.

In the AFOR Order we indicated that during the Spring of
1997 we woul d conduct a proceeding to review |imted aspects of
that order. The Order described the adequacy of NYNEX s
infrastructure in Maine as a potential area for exam nation at
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the md-AFOR review. Wiile no other areas were explicitly
mentioned, we did not intend to limt the md-term AFOR revi ew
exclusively to an exam nation of infrastructure issues. Rather,
we intended to use the m d-AFOR review to exanm ne any issues that
m ght have arisen since the adoption of the AFOR due to changes
in legislation, the tel ecomrunications industry in general and

t he Conpany’s nmethod of operation, and to reconsider aspects of
the original Order that m ght not be functioning as originally

i nt ended.

In this Notice we describe sonme other areas of concern that
have cone to our attention, and we invite parties to provide
comment s about those issues and to informus of any additional
areas that may be ripe for our consideration?.

AREAS OF CONCERN

A | npact of Internet Usage

In conmments filed on April 22, 1997, in Docket 97-079
and through informal discussions wth our staff, NYNEX has
indicated that an increase is occurring in the average hol di ng
times of local calls through its switches due to increasing use
of the Internet. NYNEX has asserted that subscribers using the
Internet tend to stay on the line | onger than those nmaking voice
calls, increasing the average length of calls to a level that is
wel | beyond that for which the network was designed. This, in
turn, causes switch congestion at certain tinmes and nmay cause
NYNEX sone difficulty in nmeeting the dial tone speed benchmark
(i.e., the %of calls that receive a dial tone in over 3 seconds)
established pursuant to the AFOR Order. Currently, the fact that
| ocal usage is not neasured creates an incentive to use voice
grade circuits inefficiently to handl e data conmuni cati ons,
including Internet traffic.

NYNEX asserts that permanent cost-effective solutions
to the “Internet probleni are being considered at the federal
| evel, but until those are in place, it mght have to invest a
significant anmount of noney in an attenpt to neet the AFOR
di al i ng speed benchmark. Such investnent m ght prove inefficient,
since the long-termfixes being discussed woul d di scourage the
use of the voice network to handl e data conmuni cations. This is
not the type of investnent we encourage. Therefore, we wll

'On June 13, 1997, we initiated a rul emaking and inquiry (Docket
No. 97-319) to: (1) Anend Chapter 280 to achieve intrastate
access rate levels in Maine that wll be less than or equal to
then-current interstate levels by may 30, 1999, and (2) Inquire
into the inpact of our proposed Arendnent of Chapter 280 on
NYNEX s AFOR. The AFOR M d-Course Review wi |l be considered
concurrently wth our Access Rate Parity Rul emaki ng and I nquiry.
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exam ne whether the dial-tone speed index established in the AFOR
Order is still appropriate, and if not, what adjustnent should be
made, includi ng exam ni ng whether the dial tone speed benchmark
shoul d be suspended or nodified until the “Internet problent is
resolved. O course, we wll exam ne whet her NYNEX shoul d have
anticipated the change in traffic holding tinmes and taken any
reasonabl e steps to mtigate the problens that it now clains are
occurring. W will also exam ne whether NYNEX i s receivVing

addi tional revenue, such as fromthe installation of second
lines, that mght mtigate any financial |oss that the Conpany
clainms is occurring.

B. Speci al Contract C assification

W w il also exam ne the classification of special
contracts between NYNEX and custonmers who have conpetitive
alternatives. Currently, these contracts are classified as core
di scretionary and, thus, are included in the calculation of the
overall weighted average price of NYNEX s services that is
adj usted annually by the change in the Price Regul ation | ndex
(PRI'). W& put special contracts into this category because,
“...the revenue contribution above marginal cost wll| affect
other rates for core services,” and because, “...custoners
(usually smaller custoners) who do not have simlar conpetitive
opportunities should receive the benefit of the greatest anopunt
of contribution toward fixed costs that can be obtained fromthe
custoner obtaining the special discounted rate.” AFOR Order at 66

An exam nation of NYNEX' s filing in its first annual
AFCR Revi ew, Docket 96-440, reveals that, because of the manner
in which the PRI -required price changes are cal cul ated, the
benefit to other ratepayers fromthe special contracts’
contribution to fixed costs that we surm sed in the AFOR O der
may not be occurring. If the PRI is negative and thus requires
that the overall |evel of prices be reduced, as was the case with
the first annual filing, NYNEX is able to reduce the prices it
charges special contract custoners and have those reductions
count toward the overall price reduction that it is required to
make. Therefore, other ratepayers do not benefit and, in fact,
may be di sadvantaged by the process. Because special contracts
are classified as core discretionary, NYNEX can deci de whet her or
not to change the rates of special contract custoners. NYNEX
either is obligated under the ternms of the contacts or believes
for conpetitive reasons that it nust reduce the rates of speci al
contract custoners when its other toll rates, particularly its
Net saver Plus service rates, are reduced, as occurred with its
first annual AFOR filing. Wile the total PRI-required reduction
in NYNEX s revenues was 2.10% or $6.957 mllion, NYNEX proposed
reductions totaling $6.982 mllion or 2.11% NYNEX chose to
provi de $744,000 (2.75% of special contract revenues) in
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reductions to special contract custoners, |eaving $6.238 mllion
in actual reductions for other services. Had special contracts
been classified as a non-core service, the total required
reduction woul d have been $6.892 mllion (2.1%of the total core
revenue, which woul d have been | ess w thout the special
contracts), but because none of this anpbunt woul d have been
assigned to special contracts, other services would have
potentially received |arger reductions than actually occurred.

We seek comments about whether we should reclassify
special contracts to the non-core category. Such a change woul d
gi ve NYNEX even nore discretion over the prices it negoti ates,
subject only to the increnental cost floor pricing provisions of
the Order. In this way, NYNEX would bear the full risk and reap
all of the rewards fromthese conpetitive situations, and ot her
ratepayers would be insulated fromthe consequences of NYNEX s
decisions to enter into special contracts. W note that we still
are required by statute to approve special contracts, but it
appears that the current adm nistrative process generally results
in an expedited handling of these contracts when filed, and we
have not observed any problemw th NYNEX s ability to respond
swiftly to conpetitive pressures.

C. Classification of Conmpetitive Services

Third, we will consider the classification of
conpetitive services in general. Since the adoption of the AFOR
Order, Congress has passed the Tel econmuni cati ons Act of 1996
(Tel Act " 96), which was designed to open all of the
t el ecomruni cations industry to conpetition. Even w thout passage
of that |law, many aspects of the industry were becom ng
conpetitive due to technol ogi cal advancenents and custoner demand
for nore efficient and | ower priced options. W will exam ne the
ways in which the AFOR pricing rules affect services that are
conpetitively avail able or becom ng increasingly conpetitive. W
also will consider whether a process should be established that
woul d systematically reclassify services fromthe
nondi scretionary category to the discretionary category, or from
core to non-core, as conpetition devel ops. To nmake such a
reclassification, we will consider ways of neasuring the |evel of
conpetition for a service, including nunber of conpetitors,
relative market shares and availability of substitute services.
We invite cooments on these and ot her nethods that could be used
to determ ne when a service should be considered sufficiently
conpetitive so that regulatory price protection can be
el i m nat ed.

In the preceding section, we identified special
contracts as one “service” that appears to be a viable candi date
for such reclassification, but we believe a general exam nation
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of the service classification rules and policies is warranted. In
general , NYNEX should be permtted to conpete in providing
services to custoners with the | east degree of regulatory

i ntervention necessary and should assune the risks and obtain the
rewards of such conpetitive activities. W seek comrents on which
services, if any, mght be immedi ately reclassified. W al so seek
coments on how to reclassify services over the remai nder of the
AFOR.

D. Productivity Ofset

The fourth area that nmay be ripe for additional
consideration is the productivity offset factor that is included
in the PRI fornmula. W seek comments on whether the 4.5%factor
contained in the AFOR Order is still representative of NYNEX s
productivity growh, and if not, how we should determ ne a nore
appropriate productivity factor. The FCC recently adjusted upward
the productivity offset contained in its price cap fornula and
si mul taneously elimnated the optional earnings sharing nechani sm
fromits plan. Qur AFOR never contained an earnings sharing
mechani sm and we wi sh to consi der whether changed circunstances
in the industry have made the productivity offset that we ordered
in 1995 to be inaccurate today. Wthout being all-inclusive, sone
factors that may influence this decision include: the announced
mer ger of NYNEX and Bell Atlantic; changes in technol ogy; the
| evel of network usage; the anmount of NYNEX capacity that may be
avail abl e to provide conpetitive services at very |ow margi na
cost; and the passage of Tel Act ‘96, which allows NYNEX, or the
conmbi ned NYNEX/Bell Atlantic, to enter virtually all areas of the
t el ecomuni cations industry, albeit with certain restrictions
until a nore conpetitive market structure is in place.

If we determ ne that the current productivity offset
factor should be reexam ned, we seek comments on how we m ght
expedite the process. For instance, is new information avail able
that coul d cause the Conm ssion reexam ne the evidence and
argunents that were proffered in the AFOR case? Alternatively,
are there readily avail able external indices that could inform
the Comm ssion’s judgnment?

In its coments of April 22, 1997, in Docket 97-079
NYNEX asserted that the reclassification of special contracts and
of conpetitive services has the potential to change the bal ance
bet ween rate payers and sharehol ders that was established in the
AFOR Order, and so the entire AFOR nmechani sm including the
productivity offset, mght have to be reconsidered. W recognize
the possibility of that result, but it is not our intent to
proceed that far in the current review
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To assess the need for and desirability of a conplete
reconsi deration of the AFOR principles and policies, we invite
comments on the assertions contained in NYNEX s April 22nd
coments regardi ng the bal ance established in the AFOR Order. A
proceedi ng of this type would obviously take nmuch |longer than is
contenplated for the current investigation. If we are convinced
that such a proceeding is necessary, we wll expand the scope and
time frane of the proceeding to allow sufficient tinme for a
conpl ete reconsideration of the findings made in the AFOR Order.

PROCEDURE

The Comm ssion finds that a formal md-terminvestigation of
t he NYNEX AFOR established in Docket 94-123 is warranted, and the
investigation will be conducted under provisions of 35-A MR S. A
8§ 1303. O her than to establish the date for filing of initial
comments, the Conmi ssion will not now establish a schedule for
this proceeding, but we invite coments concerning the schedul e
and whet her any hearings are required. W invite an initial round
of coments frominterested persons on the issues described in
the body of this Notice, as well as on any additional issues that
shoul d be considered in this investigation. After the initial
comments are reviewed, we wll determne if hearings are needed,
if a technical conference is appropriate, or if sonme other
procedural nmechanismw |l allow us to establish a record on which
to base our final decision.

I nterested persons should submt their initial comments to
us by July 21, 1997. W intend to conplete this proceeding in
time to inplenment any decisions with the annual AFOR price change
that is due to be effective on Decenber 1st of this year.

Notice of this proceeding will be sent to all parties and
i nterested persons in Docket 94-123, all independent | ocal
exchange carriers in Maine and any conpetitive |ocal exchange
carrier that has applied for authority to operate in Maine or has
signed an interconnection agreement with NYNEX or has requested
arbitration by the Conmm ssion.

BY ORDER OF THE COWM SS| ON

Dennis L. Keschl
Acting Adm nistrative Director

COMM SSI ONERS VOTI NG FOR: Wl ch
Nugent
Hunt
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NOTI CE OF RI GHTS TO REVI EW OR APPEAL

5 MRS A 8 9061 requires the Public Uilities Comm ssion

to give each party to an adjudicatory proceeding witten notice
of the party’s rights to review or appeal of its decision nade at
t he concl usion of the adjudicatory proceeding. The net hods of

adj udi catory proceedi ngs are as foll ows:

1. Reconsi deration of the Comm ssion’s Order nay be
request ed under Section 1004 of the Comm ssion’s Rul es of
Practice and Procedure (65-407 C MR 110) within 20 days of
the date of the Order by filing a petition with the

Commi ssion stating the grounds upon which consideration is
sought .

2. Appeal of a final decision of the Conm ssion nay be
taken to the Law Court by filing, within 30 days of the date
of the Order, a Notice of Appeal wth the Adm nistrative
Director of the Conmm ssion, pursuant to 35-A MR S. A

8§ 1320(1)-(4) and the Maine Rules of Civil Procedure,

Rule 73 et seq.

3. Addi tional court review of constitutional issues or

i ssues involving the justness or reasonabl eness of rates may
be had by the filing of an appeal with the Law Court,
pursuant to 35-A MR S. A § 1320(5).

: The attachnent of this Notice to a docunent does not

indicate the Commi ssion’s view that the particul ar docunent
may be subject to review or appeal. Simlarly, the failure
of the Comm ssion to attached a copy of this Notice to a
docunent does not indicate the Conmi ssion’s view that the
docunent is not subject to review or

appeal .



